.

Impact of Cfedit Restrictions on Soviet Trade

and the Soviet Econoiny

21 April 1982




Overview

One of the most difficult problems for the Soviet leadership -
in the 1980s will be how to deal with a severe scarcity of hard
currency at a time-when the economy is slowing sharply. Although
the slowdown results from the interplay of many forces, and the
-ovérall'Weight of hard currency imports in the economy is small,
these imports play an important role in easing food shortages,
raising energy production, sustaining technology and
productivity, and making up for unexpected shortfalls of key
products.

But while the Soviet need for Western goods and technology
is rising, during the 1980s the purchasing power of Moscow's hard
currency earnings is likely‘to deéline.

o The volume of oil exports will be steadily squeezed
between rising oil consumption and oil production that is
now constant and will fall later.

o Soft oil markets probably will keep real oil prices from
rising for several years.

‘o0 Gas exports wil}'increase substantially if thquas export
pipeline is bu{lt, but not enough to offset the drop in
oil exports.

o Hard currency earnings from arms sales are unlikely to
increase much because LDC clients will be less able to
pay.

o Other exports suffer from production problems (wood

products, metals), or an inability to compete on a large

scale in Western markets (machinery, chemicals).
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The Soviet hard cdrrency position is still relatively
strong; the debt-service ratio is only about 17 percent.
Nonetheless, prospective stagnation in the volume of exports
means that any attempt to achieve a substantial increase in
imports will quickly push up hard currency debt to an
unécéeptable level. Indeed, a large inflow of Western capital
would be required just to maintain the current level of real
imports and would result in a doubling of debt by 1985 and a
quadrupling by 1990. 'The debt-service ratio would approach 30

percent by 1985--a level high enough to cause concern in

financial circles--and reach dangerous proportions (45 percent)

by 1990.

In this tight situation, a Wéstern credit policy of
restrieting the volume and hardening the terms of government-
guaranteed credits can play an important role in:

o Avoiding overexposure by private banks, as has already
occurred in‘lending to Eastern Europe, and the
potentially costly claims on Western budgets if
guarantees have’to be made good.

o Putting added 6ressure on the Soviet authorities to
reexamine their priorities.

To illustrate the potential impact of Western credit

restrictions, we have projected the effects of some possible sets

of restrictions. A leveling off of new Western lending at the
average rate of 1976-80 would result in a decline in import
volume of about 10 percent during 1982-90 and keep the the hard

currency debt within manageable proportions. Substantial
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reductions in government-guaranteed lending coupled with a
cessation of medium and long term private lending would cut
imports by nearly 15 percent.

EQen moderate declines in hard currency imports can greatly
complicate Soviet economic problems and make allocation decisions
more painful. Large agricultural imports are esséntial to the
growth of meat consumption even in normal crop years. Expansion
of gas consumption and exports requires massive purchases of
Western large diameter pipe. Large imports of metals and
chemicals are an integral part of Soviet economic plans. Orders
of Western machinery and equipment have already been sharply
curtailed; further cuts would certéinly impinge on priority
programs in steel, transportation; agriculture, and heavy
machinebuilding. . o

It is unlikely that Soviet military and foreign policy
programs would go unscathed if sizeable cuts in allocations of
foreign exchange had to be imposed. The economy is so taut--
indeed, it is already rent with widespread shortages--ghat the
repercussions of any su?étantial cuts are bound to spread widely,
even to military indust}ies with all their traditional
immunity. Moreover, such programs as aid to Cuba or third world
countries, which directly or indirectly use up foreign currency

and are already unpopular within the USSR, would encounter

greater opposition.
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Introduction

The recent sharp turnaround in Soviet hard currency trade
coupled with the difficulties that several East European
countries are having in paying their debts is raising serious
questions about the Soviet Union's external financial strength.

"This paper assesses the extent of the USSR's reliance on
Western credits and the consequences for Soviet hard currency
debt and import capacity of unrestricted credits as well as
reductions in the volume of credits granted to the USSR. The
' assessment;begins with a review of the credits provided or
guaranteed by Western governments. If then discusses the impact
of eredit restrictions on hard cufrency debt, debt-service
ratios, and Soviet import capacity. The USSR, of course, would
try to sidestep the effects of restraints on Western credits, sd'
the range and effectiveness of possible Soviet responses are
analyzed. The paper concludes with some judgments regarding the

impact of credit restrictions on the Soviet Union and on the

level and composition of East-West trade.
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Official Credits to the USSR -- Background and Current Status

Recent Trends

During the 1970s the USSR and Eastern Europe took advantage
of political detente to greatly increase imports from the West.
The volume of Soviet hard currency imports more than tripled
during the decade, for an annual gfowth of 13 percent. Hard
currency imports increased as a share of total Soviet imports and
in relation to GNP. Although still small in the aggregate (less
than 2 percent of GNP), hard currency imports are important to
many high priority Soviet economic programs, including raising
meat consumption and energy productiop. They comprise perhaps 10
percent of investment in machinery and equipment.*

The expansion of hard currenby imports in the 1970s was
finénced mainly by inecreased earnings f{om higher oil and gold
prices, gas exports, arms sales for hard currency, and Western
credits, particularly through mid-decade. Exports other than
oil, gas, and arms have on balance barely held their own.
Starting from a very low base, Soviet hard currency debt reached
almost $15 billion by the end of 1976, and the net infiow of
Western capital after f;terest payments paid for more than 20

percent of hard currency imports during 1971-76. The net inflow

*Comparisons of imports with domestic values are carplicated enormously by the
artificiality of the official exchange rates for the ruble. For example,
according to Soviet statisties, total imports in 1971-75 amounted to 85.5
billion foreign trade rubles. A researcher in one of the leading Soviet
scientific research institutes, however, estimates the total value of inports
for this period at 190.8 billion rubles in internal prices. -Western
researchers have aiso argued that using the official exchange rate
significantly understates the damestic ruble value of Soviet imports.
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then slowed greatly during 1977-78 and became & small net outflow

—

in 1979-80 (Figure 1).

About 40 percent of the total Sovie; hard currency debt of
$20.5 billion at eﬂd 1981 was guaranteed by Western
governments. Drawings on officially supported credits rose
rapidly and steadily until 1976, when they leveled off. Use of
private credit has fluctuated widely. Medium and loné-term
private credits have been raised mainly in the Eurodollar market
and were used for general balance-of-payments purposes, unlike
government guaranteed credits, which are tied to particular
exports and projects.

The large jump in Soviet export earnings resulting from
higher oil prices in 1979-80 enagled Moscow to pay for increased
imports of food and steel, to virtually,. cease commercial |
borrowing, and to build up its hard currency assets. In the past
year or so, however, softening oil prices, weak markets for other
Soviet‘exports due to the Western recession, bad ecrops, and
unexpected hard currency expenditures in support of Poland turned
the Soviet hard currency balance of payments from surplus to
deficit. Moscow drew éown its hard currency balances, resumed
large gold sales, borrowed on short-term from Western banks and
suppliers, and took steps to cut imports. But they could not
_borrow on a large scale in the Eurodollar market as they did .in

4 :“’
% - 1975-76 because deteriorating East-West relations and the Polish

N crisis made Western bankers far more nervous. In 1981, new

commitments turned upward as a result of business connected with

the new gas export pipeline.
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Soviet Use of Official Credit

Since the USSR began large'purchases of Western technology
in the early 1970s, Moscow has used official and officially-
backed credits to finance one-third of its imports of plant,
equipment, and large-diameter pipe from the West. Annual Soviet
drawings on government-backed credits jumped from an average of
$475 million in 1971-73 to nearly $2 billion by 1975, but have
held at $2.5 billion per year since 1978. The volume of new
commitments fell from a peak of nearly $4 billion in 1976 to less
than $2 billion by 1980, reflecting falling Soviet orders for
Western machinery and equipment.

Although heavy drawings in recent years have reduced the
backlog of undrawn commitments, M;scow still had $5 billion in
undisbursed credits available at yearend 1981 (excluding
commitments for pipeline orders). Perhaps $1 billion of these
commitments were pledged, however, to contract proposals that
have now been scrapped. The combination of rising debt-service
payments and level drawings has steadily reduced the.net resource
inflow to the USSR on official credits fromAa maximum of $1.2
billion in 1976; by 198b-81 there was a small net outflow from
the USSR as debt service exceeded drawings.

Subsidized interest rates and long-term maturities on most
government-backed credits have helped Moscow conserve some scarce
hard currency. The interest rate subsidy reached a record level
in 1981--on the order of $300-$400 million--as commercial rates

in most Western countries averaged 6 percentage points more than

those charged on official loans. Last October's increase in the




OECD interest rate guidelines and a possible reclassification of
the USSR into the "rich country" category will reduce the _
subsidy, but only slowly. Several yearélwill be required to pay
off the official credit committed on concessionary terms, and
many credits extended under earlier agreements can still be drawn
at lower rates. The lengthy maturities available on offiéial
financing (up to d@'years) reduced Moscow's 1981 debt service
bill by approximately $200 million compared with what it.would
have been with a matufity limit of five years.

In 1977-80, contracts for sales of large-diameter pipe and
chemical plant were the brimary beneficiaries of government-
backed financing (Table 1). Pipe contracts backed by official
financing totalled at least $2.5 billion; approximately $360-$500
million in contracts for'other energy-related equipment also
received official guarantees or credits. Officially-guaranteed
credits covered $3.0 billion in contracts for complete plants;
two-thirds of these commitments were for chemical plants with the
remainder going for steel mills ($170 million), aluminum plants
($160 million), and factories for hachinery and consumer goods.
($690 million together)i OECD data report some $3 billion in
official c¢redit conmitments for machine tools and other plant
equipment in 1977-80. Small amounts of credits have financed
orders for telecommunications equipment, shiés, and earth-moving
vehicles.

For many Western countries officially-backed eredits covered
about one-quarter of total exports to the USSR (Table 2). They

were far more important, however, in financing sales of machinery

and pipe.

_8—




Table 1 S 2
Official Credit Commitments to the USSR in 1977-80 by Industrial Sector?
(Million US §)

West : b United :
Total Canada Germany France Italy Kingdam Japan
All products 8992 208 2673 2849 - 775 728 1450
Conplete plants +2993 - 718 2810 - 423 300
Steel plants 168 - 44 124 - - -
Chemical plants 1900 - _ 432 790 - 363 300
‘Hydro and thermal power 44 - - 37 7 -- - --
. Wood, pulp and paper 33 - - - -- C - -
Aluminum, copper, zin 162 - - 289 - - -
Other : 686 -- 205 101 -- 60 --
Machinery, and 3077 200 741 . 981 775 305 -
equipment
Ships 32 - r- - -- - -
Telecamunications 87 -- -- 87 -- -- --
Road vehicles 2 2 - e -- - --
Oil and gas equipment 305 6 -- 299 -- -- --
Pipe 2496 -- 1214 132 - - 1150
Source: GBEQD Reports for all countries except Japan. Deta for Japan based on announcements of
credits backing specific contracts. '
& Value of contracts supportéd by offié:ial credits with an original maturity of more than 5
years.

b Presumably includes credits for pipe exports.

o iR e
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Table 2 _ .
USSR: Estimated Drawings on Western Officially-backed Credits in 1975-80
Drawings -- Million US § : Credit Drawings
As a Percent of Credit Drawing
Annual _ Machinery and As a Percent o
Average Pipe Inports®* Total Imports?
1975 1976 1977 1978 1979 1980 1975-80 1975-80 1975-80
'otal 1997 2450 1991 2565 2411 2533 2324 50 .24
West Germany 575 650 575 675 675 700 642 36 20
France 300 350 450 550 650 600 483 65 ‘ 29
Italy 150 175 200 400 350 350 271 45 25
United Kingdam 100 125 100 200 200 225 158 65 22
Canada 10 5 5 20 20 20 13 50 2
Japan 450 525 500 675 500 500 525 48 23
Other 412 620 161 45 16 138 232 -- --

*Based on Western country ‘trade data which generally show a smaller amount of exports to the
USSR than Soviet trade data. :




Soviet Demand for Imports

Despite the help from large infusions of hard currency
imports in the 1970s, the performance of the Soviet economy is
worsening. Although the economy is still expanding,its rate of
growth has fallen drastically. The slowdown stems mainly from
' rising resource costs, systemic inefficiencies, shortfalls in
agriculture and in key industries such as steel, and an
accumulation of planning mistakes. As a result, growth of iabor
productivity has slowed markedly at a time when demographic
trends have greatly curtailed the supply of new labor.

Economic growth in the 1980s, projected at 2 percent per
- year or less, will probably be insufficient to both support past
rates of increase in defense spending and to maintain a
perceptible rise in living standards. Indeed many Soviet
citizens believe that living standards have been declining over
the past few years. If defense outlays continue to rise by about
4 percent per year (as we now project), they would préémpt about
two-thirds of annual inprements to GNP in 1990, as compared with
one-fourth now. LeaderShip choices will be far more difficult;
in particular, allocations to consumer industries, agriculture,
and transportation would inevitably suffer.

The resource bind confronting Soviet leaders in turn
suggests that hard currency imports will be even more important
to the USSR in the 1980s than in the 1970s.

0 Moscow qfeds large imports'of Western farm products,

especially grain, to increase food supplies even in good

crop years, and to keep them from falling in bad years.
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o W?stern pipe and compressors are essential for the rapid
expansion of Soviet gas productien, which will be the
main source of additional energy supplies and hard
currency in the 1980s. Western equipment also is
increasingly important in oil production.

-0 Imports of Western production equipment--especially
advanced machine tools--would help to raise labor
productivity, which is the key to Soviet economic growth
in the 1980s. |

Soviet requirements, in other words, will match fairly well the
pattern of past purchases of Western goods (Table 3).

The USSR, however, realizes that it will not be able to
expand hard currency imports in real terms at the breakneck pace
of the firét half of the 1970s (22 percent per year) or even at
the more leisurely pace of the last half of the 1970s ($§ pércent
per year). The cautious formulation of the foreign trade section
in the 1981-85 Plan contrasts sharply with the bullish trade
prospects expreséed in previous five-year plan guidelines. 1In
remarks to the Supreme $oviet in November, State Planning
Committee Chairman Bayb?kov implied that the volume of trade with
non-Communist countries would grow by only 2.3 percent per year
during 1981-85 compared with just over § percent in 1976-80.
Allowing for some rise in the Soviet hard currency trade defiéit,
the Plan might envisage an average annual growth in hard currency
imports of 2-1/2 to 3 percent per year.  As will be shown below,
even this relatively modest goal cannot be achieved without an

excessive increase in Western financial exposure to the USSR.
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Prospects for Hard Currency Earnings

In the past, the USSR has been able to offset sizeable trade
deficits with large sales of gold and arms (Table 4). But the
outlook for Soviet'hard currency exports is so poor that Moscow

will not be able to stave off large and growing requirements for

‘hard currency by using the gold/arms option. In the 1970s, the

USSR relied primarily on sales of petroleum, natural“gas, timber,
and wood products, chemicals, metals, and diamonds. Machinery
exports were not an iﬁportant factor (Table 5). In the 1980s,
however, the volume of energy exports is likely to decline
substantially while the other exports, on balance, hold their
own. Gold and arms sales cannot save the situation.

3

Merchandise Exports

We think that Soviet oil productiomn will begin to decline by
mid-decade and that domestic consumption will continue to rise
slowly.* Unless Moscow elects to reduce exports to Eastérn
Europe beyond the cuts introduced in 1981, the stage is set for a
continued fall in exports of oil and oil products for hard
currency. " (They droppeg in volume by 25 percent between 1978 and
1981.) Because of the:uncertainties concerning the future of
productioh, consumption, and prices for oil and the relative
priorities of the various domestic and expor} uses of oil,
projections of oil exports cannot be made with any precision. In

our view, however, the trend is clear--only the extent of the

* Oil production has been relatively stagﬁant since November 1980.
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decline is uncertain. Soviet oil exports could disappear
entirely by the end of the 1980s, although it is highly unlikely
that the Soviets could afford any sizeable oil imports.
Alternatively, Moséow could chose to maintain small hard currency
oil exports at the expense of its own consumers and/or those of
Eastern Europe.

Gas exborts, in contrast, will rise--although nof by enough
to offset the expected fall in oil exports. Potential gas
exports can be projected on the basis of the capacity of the
export pipeline and the contracts signed with West European
countries. Whether the pipeline is used to full capacity is
uncertain since it depends on the’growth of West European gas
demand.

The volume‘of timber. and wood products exports--some 6
percent of total hard currency exports--has trended downward in
the 1970s, and we expect little or no growth in the 1980s.
Shortages of labor and equipment will limit timber harvesting
operations, which must come increasingly from remote areas. In
addition, rising domestic demand for lumber and paper products
has caused persistent shortages in the past several years.

Chemical exports grew dramatically in the 1970s but still
account for less than $800 million in foreign exchange
reéeipts. Most of the growth in exports resulted from buy back
deals under which Western firms provided the plant and equipment
in return for future product exports. In fact, Western help has
allowed the USSR to become the world's leading ammonia exporter--

>

about 2 million tons in 1980. Exports of other chemicals are not




as large nor are they likely to grow substantially in the

1980s. Western exporters already have begun to voice concern
about the dumping pf Soviet polyethylene and polyvinyl chloride
in their markets. -

-+ --During the 1980s Soviet exports of platinum group metals
(mainly palladium), nickel, copper, and aluminum probgﬁly will
increase, while exports of chromite, manganese, lead, and zine
will at best remain steady but more than likely fall. The USSR
produced about half of the world's platinum group metals during
the 1970s and is assured of large increases in production of
platinum group metals in the 1980s hs.byproducts of expanded
copper and nickel production in Northern Siberia. Even a major
surge in Western demand that doub&ed the price of these products,
however, would yield the Soviets an increase in foreign exchange
earnings of less than $2 billion.

Moscow probably has some chancé of increased earnings from
sales of diamonds. In 1980, receipts from sales of diamonds
 totaled $1.3 billion, equal to 6 percent of commodity.exports.
Because Western demand is highly volatile, however, earnings
fluctuate a great deal:

Machfnery exports increased nearly sevenfold during the
1970s and now account for 6 percent of total Soviet hard currency
exports. The largest customer for these exports has been Iraq,
with whom relations are now tenuous at best. Most Soviet
machinery is not well suited to Western markets nor is it
backstopped by a developed network for service or spare parts.

.The Soviets can mass produce, at low cost, simple machinery and
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equipment like standard machine tools and have had limited
success in exporting such products to the West. The market for
these products, however, is generally st;gnant while competition
from newly industrfalized countries is growing. Moreover, given
~ the growing stringencies in steel and other raw material
supplies, Soviet machine builders will have all they cah do to
meet the demands of the domestic economy.

Gold

The USSR ranks sécond to South Africa as a producer and
marketer of gold. During the 1970s the Soviet Union accounted
for about one-third of annual world gold production and about
one-quarter of the newly mined gold moving in world trade. In
1980, gold production was 320 tons, roughly one-half that
produced by South Africa, but more than-the combined output of
all other world producers. Gold traditionally has ranked as one
of the USSR's top export earners, with cumulative receipts in the
1970s netting Moscow $15 billion--an amount equal to about 10
percent of Soviet hard currency requirements in the decade. In
1980, the USSR had a gold inventory of 1,800 tons.

In assessing gold'as a source of hard currency in the 1980s,
Moscow will have to balance its potential for large sales against
the market's ability to absorb Soviet offerings. Initially, the
USSR could market 300 tons or more of gold a year if all
production net of domestic requirements were offered for sale.

This volume could rise by 50 to 75 tons by the end of the decade

if domestic production continues to increase steadily.

o
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Arms Receipts

Military sales have become an important export earner for
the USSR. In the past three years, the net cash inflow from arms
deliveries has averaged $4.6 billion, 15 percent of foreign
-exchange recefpts. It is unlikely that the volume of arms sales
for hard currency will continue to increase. Indeed, they could
fall. The USSR's military order book bulged in 1980 Sut fell
last year. The dramatic decline in surplus oil revenues of
Middle East producers such as Libya will make it more difficult

for the USSR to demand cash for new deliveries.
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Impact of Credit Restrictions

The Reference Case -

An assessment of the effect of credit restrictions requires
a basis for comparison--a projection of what would happen to hard
~eurrency imports, debt, and debt-service -ratios in the absence of
formal credit restrictions. We call this estimate the Reference
Case. In developing the Reference Case and later assessing the
potential effects of credit restrictions on Soviet import
capacity, we have used a detailed accounting model of Sovief debt
accumulation and balance of payments. The model can be used to
estimate Soviet ability to finance hard currency imports, as well
as associated debt accumulation and debt-service ratios under a
range of import and credit assumptions.*

We believe that our projections of “earnings capacity and
imports are conservative in the sense that they do not overstate
the Soviet need for Western credits.

Assumptions

The ke§ determinants of future Soviet hard currency earnings
are based on the preceding discussion. They can be summarized as

follows.

* The nmodel keeps track of four types of financing: (1) export gas pipeline
credits, (2) other government-backed credits, (3) other cammercial medium-and
long-term credits, dnd (4) short-term credits. The model also takes account
of the different maturity and interest rates epplicable to each category of
financing. :
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Key Assumptions About Soviet Hard Currency
Exports in the 1980s :

1981 1985 1990
Energy exports
Oil (billion 1981 §$) 12.0 ’ 6.8 3.0
_ Volume (mbd) 0.9 0.6 0.3
Price (1981 $/barrel) 36.5 30 30
Gas (billion 1981 §) 3.1 6.5 . 9.0
Volume (bem) 24.8 39.6 54.6
Price (1981 $/tcm) 127 165 165
Non-energy commodities | .
Sales (billion 1981 §) 8.7 : 8.7 8.7
Gold (billion 1981 §) - 2.7 3.2 - 3.2
Volume (mt) 200 300 300
Price (1981 $/0z) 420 330 330
Arms ‘
Sales (billion 1981 $ ‘ 5 5 5
Total export earnings
(billion 1981 §) . 31.6 30.3 28.9

In addition, we assume that nominal prices for all Soviet exports
(and for all imports) rise by 5 percent in 1982, by 6 percent in
1983, and at a rate of 7 percent during 1984-90. |
To calculate the requirements for Western credits, we have
assumed in the referencg‘case that the Soviets would attempt to
at least hold import vélume constant at the 1981 level through
the decadé. This keeps Soviet financing requirements within
reasonable bounds; even so, the gap between imports plus debt
service and net earnings (which would have to be financed with
new credits) is still very large (Figure 2). Debt would rise to
$43 billion in 1985 and to $78 billion in 1990. The debt-service
ratio would increase to 28 percent in 1985 and 45 percent in 1990

>

(Figure 3). Whether the international financial community would
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support debt accumulation of this magnitude is uncertain.

As suggested earlier, a strong case can be made that the
Soviets need substantial growth in the v;lume of ihports from the
West over the decade to achieve medium and long term economic
objectives. But with our earnings projection, growth of real
‘imports at even 2 percent per year-?far less than in the recent
"past--would lead to clearly unreasonable financing
requirements. Soviet hard currency debt would have to increase
from about 21 billion dollars currently to 50 billion dollars in
1985 and to 130 billion dollars in 1990. The debt-service ratio
would rise concurrently, from about 17 percent now to 31 percent
in 1985, and to 71 percent in 1999. Neither Soviet financial
watchdogs nor Western bankers would be likely to allow debt to
accumulate so rapidly. . °

Credit Restrictions

The Reference Case implies a large net inflow of capital
just to maintain a constant volume of hard currency imports.
Western restrictions on lending would compel the USSR to reduce
its imports in real termé; restrictions would also hold down the

-growth of debt and the debt service ratio compared with the

Reference Case (Table 6).




Table 6 -
USSR: Impact of Credit Restrictions

1981 1985 1990
Imports--Billion Dollars,
. Current Prices
Reference case 29 38 _ 53
Flat lending 29 34 44
Severe credit restrictions 29 33 ‘ 44
Imports--Billion Dollars,

1981 Prices ,

Reference case : 29 29 29
Flat lending 29 26 26
Severe credit restrictions 29 24 25
Gross Hard Currency Debt--
Billion Current Dollars : _
Reference case 21 43 78
Flat lending 21 29 23
Severe credit restrictions 21 - 22 13
Debt-Service Ratio--Percentl
Reference case . 17 28 _ 45
Flat lending 17 20 15
Severe credit restrictions 17 15 i

1 Repayments of principal and interest on all debt as a percent of earnings
fram merchandise exports and sales of arms and gold.

Although many kinds of credit restrictions are poskible, the
implications of two particular options are outlined here.* In

one case we look at the effect of Severe Credit Restrictions in

~which, beginning in 1983, (a) disbursements under government-
guaranteed credits to the USSR fall at the rate of 10 percent per
year and (b) commercial lenders, interpreting this cutback as a

warning about Soviet credit worthiness, cease all new

¢ In all cases, we assume that credit restrictions do not apply to lending
related to the new gas export pipeline. The projections of debt, debt-service
ratios, and import capacity do reflect the pipeline credits and purchases.
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disbursements after 1982. The second case examined--the Flat
Lending case--is less restrictive. It assumes that disbursements
under government-backed credits are held constant at the average
level of 1976-81 (about $2.4 billion) and that disbursements from
medium and long-term commercial lendihg are $2 billion a year,
the average level of 1876-81 but far above recent levels. This
keeps the ratio of commercial credits to official credits at the
high end of the recent range. The fwo cases should bound a wide
range of possible restrictive policies.

Effect on Imports. Both cases representing the formal

imposition of restrictions on official credits to the USSR limit
Soviet imports considerably (Figure 4). Imports drop in 1983 and
then stay below the reference case level through 1990.

Before 1985, Severe Credit Restricfions limit Soviet imports
significantly more than the Flat Lending case does, but the
difference disappears in later years. After 1986 the additional
debt-service requirements associated with the greater borrowing
permitted in the Flat Lending case offset the larger flew of new
credits that Flat Lending represents to the USSR. In constant
1981 dollars, imports affordable in the Severe Credit
Restrictions case are 13 percent less than in the Reference Case
in 1982-85 and 9 percent less in the Flat Lending case. After

1985, import capacity is 14 percent lower in both cases.
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Effect on Hard Currency Debt. Compared with the reference
case, credit restrictions would avoid an_ﬁndue accumulation of
Soviet debt. Even so, in the flat lending case the projected
borrowing for the gas export pipeline increases debt by nearly 40
“percent by 1985, although debt declines subsequently. In the
severe restrictions case, debt declines.throughout the period.

As a result of recent lending and‘credit disbursements for
the gas export pipeline in 1982-85, scheduled principal
‘repayments overtake assumed credit drawings within a few years in
both credit restfiction cases. Thus, after 1985, debt declines,
and the Soviet financial position, as measured by'the debt-

service ratio, is much sounder than in the Reference Case (Figure

5). ) .




ool oaor 6oct o1 com Geol Yoy caor Zeet oer

0
e g © ©

AARERE BRERAAER ERALRA LA B ] A A L2 BLJ LA AL B TV
i ] 1 ! L i | ]

8 T ¢ 8 8B & 8

ONIGNIT VL JO JOVARI OLVY IOIANIS JE3d

' | S WN9I4




T CONTBENFAL——

Soviet Response to Credit Restrictions

To soften the impact of credit rest;ictions on Soviet
ability to import hard currency goods and services, Moscow could
consider a variety~of responses. It could seek credits in
cguntries not participating iﬁ credit restrictions or attempt to
obtain some relief from the assistance it has been giving to
Eastern Europe and other client states. It might tryuto reduce
the drain on its hard currency balances by stepping up its search
for compensation deals and barter arrangements. If these options
proved to be unrealistic or insufficient to offset the impact of
Western credit denial, the USSR would have to divert commodities
from domestic use to export or cu} back imports paid for in hard
currency. These alternatives are considered in order.

Finding Alternative Credit Sources-

Moscow would surely try to borrow from other sources if it
confronted credit restrictions in major Western countries. The
most likely sources of new funds would be in Austria, Sweden, and
Switzerland. Already this year, Austria and Sweden have granted
general trade credits to finance exports to the Soviet Union.
While these countries ail sell machinery that the USSR wants,
they do not have the capacity to fill the broad range of Soviet
requirements. In addition, the Austrian, Swiss, and Swedish
banking communities generally follow policies similar to those of
the major banks through Europe. If most large European banks

adopted policies to limit or reduce their exposure to the USSR,

the Austrian, Swiss, and Swedish banks would be unlikely to

S
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increase their exposure unless new ldans were tied to.exborts to
the USSR. |
Borrowing from OPEC countries could also help supplant
Western credits. Although most East European countries have
raised funds in the Middle East, the USSR has not in the past

obtained any substantial loans from OPEC financial

'institutions. In the last few months Moscow has shown

considerable interest in gaining access to OPEC petro-dollar
reserves, however. Delegations from Soviet-owned banks in the
West have visited several Middle Eastern countries in an effort
to persuade them to increase their deposits in Soviet banks. But
the financial resources of many OPEC countries, particularly
those most friendly to the USSR (i.e., Libya) will probably be
strained for some time, limiting Moscow‘s chances for obtaining
hard currency loans.

Funds might also be sought in Latin America, notably in
Argentina and Brazil. Both countries sell a large volume of
agricultural commodities to the USSR; But Brazil allowed Poland
to accumulate a $1.5 billion debt to finance Brazilian exports
and as a result of thi§ experience would be extremely éareful
about exténding large credits to another Communist country. 1In
late March, Soviet officials began negotiations with Argentine
officials for a $300-million credit for grain purchases.
Argentina, however, is not in a position to offer the USSR any

significant credits.

Eastern Europe will not be able to borrow to make up for the

>

cuts in credits to the USSR resulting from Western

et
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restrictions. Poland's bankruptey and the beginning of
rescheduling negotiations on Romania's debt have by themselves
greatly reduced CEMA's access to credits. Even Hungary--with a
good record of sound financial management--is now in a serious
“hard currency bind. The chilly borrowing climate also has
recently extended from banks and the Eurocurrency markets to the
export credit agencies of Western governments. Moreover, if the

" West restricts ceredits to the USSR, the ability of the rest of
CEMA to borrow would be further weakened. Eastern Europe might
be able to;escape some of this negative spillover only if Western
governments were able to make clear that their policies will
differentiate between Eastern Europe and the USSR.

Even if the East European countries enjoyed more favorable
credit ratings,.it would be difficult fér them to borrow on
behalf of the Soviets. Bankers and private creditors would be
aware of any borrowing in excess of Eastern Europe's own
requirements. Moreover, since official credits are tied to
purchases of specific quipment, plants, and projects needed by
the USSR, it would be immediately obvious if Eastern Europe
attempted to obtain creﬁits to purchase similar items.

Economic Assistance from Eastern Europe

Facing critical economic and financial problems of its own,
Eastern Europe will be neither able nor willing to provide much

assistance to Moscow. In fact, the flow of assistance

traditionally has been in the opposite direction as Moscow has
extended large amounts of aid to enhance its political leverage

within CEMA. Soviet insistence that Eastern Europe assist in.

o S TIERIIL BN RERTIe 4 .
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softening the effects of Western eredit restrictions could
threaten serious disruption in the Soviet camp. Moscow might
well decide that the resulting damage to its political interests
would be greater than the marginal help that might be squeezed
out of'ité CEMA allies.

Compensation Trade

The USSR's ability to use compensation agreements to avoid
the consequences of Western credit restrictions is quite
limited. No major deals are now under negotiation, and the
depressed economic conditions in the West will make it difficult
for the Soviet Union to conclude large new initiatives for some

time.

3

The enthusiasm of Western firms for most of the compensation
deals proposed by Moscow has cooled considerably since the mid;
1970s. Western firms compare the potential projects .in the USSR
with projects elsewhere where conditions regarding equity
participation and managerial participation are far more
favorable. \The Soviets often table harsh financial démhnds,
including (1) long-term'éredits to pay for equipment required to
develop related infrastfucture as well as the production
facilities, (2) medium-line credits to cover consumer goods
purchases needed to defray local costs, and (3) deferred payments
on the credits during the full period of project development.
Western companies also see a number of pitfalls in agreeing to
accept deliveries of Soviet products over a long period.

Commi tments to q?y specific quaniities of raw materials and

semimanufactures are attractive when world supplies are tight and
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prices are rising, but they lose their charm when demand is slack .

and the Western partner in a compensation agreement finds it hard
to market the products or to use them in its own plants.

Some Western companies are also reluctant to conclude

- compensation agreements because they do not.want to sponsor

additional competition on their markets. For example, the USSR
purchased many chemical plants during the 1970s. Under the terms
of some of the contracts for these plants, large Soviet chemical
deliveries to depressed markets in Western Europe have beguﬁ and
will continue over the next several years. These exports have
aroused a great deal of opposition and have made Western
companies wary of entering into contracts involving products that

do not have a solid market.

Barter Arrangements . J

Although in the past the USSR has bartered Soviet arms for
Zambian cobalt, trolleys for Greek citrus fruits, and fertilizers
for Thai corn, these arrangements do not have much potential for
easing the Soviet.hard currency position. Barter deais*presently
account for only a very _small portion of Soviet trade, mainly
with less developed couhtries. Since most of what the USSR wants
from LDCs can be sold by these countries in world markets, ihey
have little reason to make barter deals with the Soviet Union.

Domestic Diversions

Lacking other alternatives, the Soviet leadership could
decide to divert domestié production to the export sector. With

respect to oil, at least, this option already may be under active

il

consideration, although it depends in large part on meeting plans
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for substituting gas for oil in the domestic economy. Diverting

a significant volume of domestic production, however, would carry
a heavy cost simply because the goods most marketable in the West

are also in high demand in the USSR.

Import Cuts
Moscow thus would have little choice but to reduce
imports. How the Soviets might choose to allocate suéh cuts

cannot be predicted with confidence. It will depend on the
degree of credit restrictions and developments within the
economy. According to our calculations, Soviet planners face
import reductions of $3 to $4 billion a year in real terms if
credit restrictions limit access to Western goods. By the end of
the decade, import shortfalls wodld be closer to $5 billion
annually. _ .

In their deliberafions, planners will have to balance the
needs of consumer-oriented programs against the deéire to
continue industrial modernization and the urgent requirements for
raw materials and industrial products to deal with domestic
shortfalls that have led to severe bottlenecks in the economy.
Food exports should decline in the next few years assuming Moscow

gets a break in the weather, but are then likely to rise unless

consumer programs are curtailed substantially.

Moscow might also be able to reduce some imports of raw and
industrial materials after the middle of the decade if two large
steel complexes now under construction at Novolipetsk and Kursk
begin operation. The Soviets would then be able to reduce but

not eliminate p;rchases of many types of Western rolled steel.
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The USSR also is building a plant to manufacture one million tons .
of large diameter pipe annually. If production reaches this
level, Soviet imports of large diameter bipe could be halved at a
saving of roughly $500 million. On the other hand, large
purchases of raw materials and basic industrial products have
been a fixture in the Soviet import list since the mid-1970s.
Moscow has used foreign trade to alleviate domestic shortages,
and with the poor performance of Soviet basic industries
continuing--if not worsening--shortages of industrial mmterféls
can be expected in the future.

Moscow will have little room for maneuver in preserving
imports of farm products and industrial materials at the expense
of equipment and machinery purchases. As noted, the USSR alread&
had curtailed its equipment and machinefy imports in the latter
part of the 1970s, and these imports are likely to be fairly low
in the next fe& years except for energy equipment. By the mid-
1980s, however, the Politburo is likely to realize that the
plannéd productivity gains are not materializing and decide that
larger imports of Western machinery are badly needed. Moscow

would then find the necessity to make further cuts especially

painful.




TCONPHBENTIAL

Net Impact of Credit Restrictions

A reduction in the availability of Western credits will make .
even more difficult the decisions Moscowmmust make among key
priorities in the f9808--sustaining growth in military programs,
feeding the population, modernizing the civilian economy,
supporting its in East European clients, and expanding (or
maintaining) its overseas involvements. Because econdmic growth
will be slow through fhe 1980s, annual additions to national
output will be too smail to simultaneously meet the incremental
demands that planners are placing on the domestic economy. Even
now, stagnation in the production of key industrial materials is
retarding growth in machinery output;-the source of military
hardware, investment goods, and consumer dufables. Under these
conditions, restrictions on government-guaranteed credits,
coupled with the likely negative reactions of private lenders,
would increase the likelihood of shortfalls in both civilian and
military programs. This will intensify the pressures on Soviet
leaders--that even now are building--to alter policies of long
standing. -

In casting about fsr alternatives, the Politburo might well

‘look long and hard at foreign aid expenditures or the cost of

involvements in Third World countries. Support for revolution is
relatively cheap, although Moscow might give greater weight to
cost considerations in the future. More important, the USSR
might become more reluctant to undertake major commitments to new
or existing client states because of the heavy outlays these

commitments entail. It might even consider reducing its present
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level of involvement in countries such as Cuba and Vietnam.
Already, Cuba may be under pressure to reduce oil imports while
economic aid to Vietnam--including subsidized food and oil
deliveries--is apparently not increasing, despite urgent pleas
from Hanoi.

As the Soviet hard curréncy problem devéloped during 1981,

- Moscow began to delay payments for imports and reduced purchases
of certain non-critical items, including civilian machinery and
chemicals. Now there are indications that Soviet authorities are
moving to ecurb imports in & broad brush fashion reminiscent of
their actions during the‘hard currency crunch of the mid-1970s.
Specifically, major Western exporters of industrial goods to the
USSR have been notified that Soviét purchases are being scaled
back or delayed. For some Soviet foreign trade organizations,
this means deep cuts--on the ordef of 25-30 percent. The very
tbp priority programs no doubt would be spared, but many
relatively high priority ones, including some military programs,
could be hurt at least indirectly.

Cuts in machinery jhports, for example, wouldvretard
progress in moderniziné a number of industrial sectors--steel,
machine building, oil refining, robotics, microelectroniecs,
transportation, and construction equipment--at a time when Moscow
is counting on a strategy of iimited investmént growth and
relying instead on productivity growth. Unlikg in the late
1970s, however, when & backlog of undigested Western equipment
enabled the USSR to live off old machinery orders,.very few new

projects involvfng Western equipment are now underway, and the



need to modernize existing facilities is great. Because growth
in domestic investment is being held back by shortages of steel
and deficiencies iq machinery production, Moscow's only
alternative to Western equipment as a vehicle for modernization

--would be a shift away from the high priority accorded defense
industries.

In the long term, sustained credit restrictions would force
Moscow to reappraise its priorities. No one can predict how
various Soviet programs would be affected. It is reasonable to
assume that those requiring the largest hard currency
expenditures would be the most vulnerable to ecuts. There would
be growing pressure from various jnstitutional interests to
spread the burden of hard currency shortages widely. Moreover,
the tautness of the economy and the critical role Western imports
play in many areas virtually assure that sizeable import cuts in
almost any industry would have adverse repercussions in other

. areas.
o Imports of Western machinery are equal to aboﬁt‘lo
percent of Sovigf capital investment in equipment. The

reduction in pu}chases of industrial goods cited above

could cut total capital investment by a noticeable
amount.

o Imports of oil and gas equipment, for example, could mhke
a difference of 2 or 3 million barrels per day of oil

equivalent production in the middle and late 1980s. The

larger part of this would be gas.




o Half of Soviet electronic production facilities--a sector _.
of high importance to the Soviet. military effort--is of
Western origin. Continued access to Western technology
will be important for further expansion.

Hard currency shortfalls could also impinge on defense
production through their effect on civilian ministries that
support production of military hardware. For example, a cutback
in purchases of numerically controlled machine tools could hamper
defense-related industrial processes suéh as the manufacture of
gears and disks for high performance turbojet engines. An
inability to purchase high-quality steel products could lead to a
change in production pians at facilities that manufacture
military items such as submarine hulls.

The trade-offs among these major domestic programs will not
be easily resolved, particularly if the issues become politicized
during succession maneuvering. Soviet leaders will become
increasingly tempted to bridge the gap in domestic resources by
borrowing abroad. By mid-decade a stringent credit ehvironment
could force Moscow to cpoose between programs that promqte the
health and well-being of the_domestic economy and the economies
of its allies and those that foster continued international
tension and military competition with the West.

Failure to modify domestic resource allocation at a time
when credit restrictions prevent a large net inflow of resources
from abroad would'set back Soviet economic progress and, in turn,
jeopardize the QFSR'S ability to sustain growth in military and

industrial power vis-a-vis the West in the 1990s. On the other




hand, the potential of Western credits as part of & program to
deal with growing economic difficultieslgight'suggest to a new

set of Soviet leaders that a less aggressive international

posture would work to their advantage.




